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OPI NI ON

These appeal s are made pursuant to Section 19 of the
Personal Incone Tax act (Statutes of 1935, p. 1090, as anended)
from the action of the Franchise Tax Conm ssioner in Overruling
the protests of Lillian Ryan FitzCGerald, as admnistratrix of
the estate of Cerald FitzGerald, deceased, and Lillian Ryan .
FitzGerald, individually, to hi's proposed assessments of” addi-
tional taxes for the years ended December 31, 1935, Decenber 31
1936, and Decenber 31, 1937, in the amounts of §1,470.00,
$605,56 and $2,052.51, respectively.

~The additional assessments involve the propriety of the
Comm ssioner's action in treating as income of the estate of
Gerald FitzGerald, deceased, the amounts of certain dividends
aid by the Termnal Devel opment Conpany to the Anglo-Californi
National Bank and the sum of $2,000.00 received by theestate
in conprom se of a claimagainst the DePue WarehouSe Conpany,
and the propriety of his action in disallowng the deduction
of the sum of $33,750.00 paid by Appellant as an attorney's
fee in connection with certain litigation wth the Anglo-
California National Bank.

During his lifetime, Cerald FitzGerald, hushand of the
Appel lant, ~“engaged in buying, selling, reorganizing and operat-
Ing various stevedoring, warehousing and termnal enterprises
in California and other Pacific Coast states. These activities
were carried on through corporations in which M. FitzGerald
acquired controlling Interests. In the course of the requisite
financing, he borrowed large sums from the Anglo-California
National Bank of San Francisco, eventually pledging to the bank
as security for these | oans all of his cofporate stock.

_ In 1931, the business affairs of M. FitzCGerald becane
invol ved, and the bank hel d a pledgee's sale, at which the stoc
was sold to its nomnee, This procedure was. questioned hy

M. FitzCGerald, who claimed that it was in violation of an
agreenent for extension of time on his indebtedness. Litigatio
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was i nm nent when he died in Novenber, 1933.

Fol l owi ng the appointment of Appellant as admnistratrix
of the estate of Gerald FitzGerald, she instituted suit against
t he bank, seeking danages for the conversion of the stock.
Thereafter, by agreenent of December 31, 1934, this action was
dismssed in return for the withdrawal of any claim against
the estate by the bank and the granting of an option to Ms
FitzGerald to purchase all of the stock within tive years for
the total amount of the indebtedness due the bank, less any
annyﬂts Ehﬁgetofore or thereafter received byit as dividends
on the stoc

After crediting suns earlier received by the bank as divi-
dends on the stock, the balance remaining was further reduced
by the application of subsequent dividends, to the end that the
anount due the bank was paid in full in 1936, and the stock

transferred to the estate in pursuance of the option given to
the admnistratrix.

~In meking her fiduciary returns for 1935 and 1936, durin
whi ch years the dividends received by the bank were so applle,
Ms. FitzGerald did not include these amounts as incone of the
estate. Contending that in substance and practical effect the
agreenent between the admnistratrix and the bank was an exten-
sion of the right to redeemthe stock fromthe pledge and
recognition of the estate as the beneficial owner, the Comm s-
sioner ruled that payment of the dividends to the bank and
their application against the agreed purchase price represented
realization of taxable income by the estate.

In our opinion, this view nust be sustained. The adoption
of the anount of the indebtedness as the(Purchase priceofthe
stock, the application of dividends received by the bank on
the stock, both before and after the agreenent, is satisfaction
of that amount, the provision for interest on unpaid bal ances,
the allegation in Appellant's suit against the bank that the
pledgee's sale had been illegal, and the fact that within two

years after the agreenent the dividends were sufficient to
result in the transfer of the stock to Aﬁpellant wi t hout any
other outlay on her nart, .all point to the conclusion that the
transaction was in actuaiity an extension of the right to
redeem the stock fromthe pledge rather tham an option to purchas

~ This conclusion we believe to be conpelled by a nunber of
decisions of the courts of this State holding, on the basis of
facts anal ogous to those involved herein, that deeds-absolute
on their face were in fact nortgages (Hickox v. Lowe, 10 Cal.
197; Couts v. Wnston, 153 Cal. 686) or, with respect to
personal property, that simlar transactions constituted nort-
gages or pl edges notw thstanding agreenents purporting to
recogni ze the creditor as the absolute owner of the property
and to give the debtor nerely an option to purchase (Peninsular,
etc. Co v, Pacific S W Co., 123 Cal. 689; Keifer v, Myers,
5 Cal. App, 668; CGolden v. Fischer, 2'7 Cal. App. 271).

_ Apfellant stresses, however, that the agreenent provided
Inter alia, for the withdrawal of the bank's claimagainst the
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estate in return for express recognition of the bank as owner of
the stock, as to which the Appellant's right was Iimted .
strictly to an option to purchase. This, “it is said, is incon-
sistent " with the survival of any creditor and debtor relation-
ship between the parties, such as is essential to a pledge.

Since it appears that the only substantial assets of the
estate were those rights which-pertained to the stock or the
banks alleged conversion of it, and since the admnistratrix
di smssed her suit against the bank with prejudice, we cannot
regard the withdrawal of the bank's claim as significant of any
intention to consider itself as no longer a creditor of the
estate. In effect, the bank recognized the futility of Iooklng
for repayment of its l|oan except through what could be realize
fromthe stock and, in effect, the Appellant accepted the five
year extension of the pledge in lieu of ang clai m which she
might otherw se have asserted against the bank because of its
conduct in the matter.

Wth respect to the other point advanced b% Appel | ant ,
we believe it sufficient to point out that in the cases above
cited pertalnln% to agreenents relating to personal property,
recitals that the creditors were the owners of the property
were held not to be controlling in detern1n|ug t he Buraﬁse

and effect of the agreements. ~Accordingly, are dra

I nescapably to the conclusion that theeffect of the agreenent
of Decenber 31, 1934, was to recogni ze the continuance of the
ownership of the estate in the stock during the existence of.
the "option to purchase." The estate thus being the beneficia
owner of the stock, and the dividends therefrom being applied
to release the stock fromthe pledge, we think that there can
be no question that, in the absence of other considerations,
these dividends constituted taxable incone of the estate
(Helvering v. Blumenthal, 296 U. S. 552, reversing 76 F. (2d)
507; Long v, United States, 66 Ct. Os. 475).

EntireI% I ndependent |y, however, Appellant urges that, to
the extent that the dividends were paid fromthe proceeds of a
policy of insurance on the life of M. FitzCGerald, they could
not constitute a distribution nade by a corporation to ashare-
hol der out-of its earningsor profits. Cearly, under Section 7
of the Act, corporate dividends are taxable income in the hands
of the shareholder only if paid fromearnings or profits.

Persuasive testimny was offered at the hearing in this
matter concerning the inportance of the personal direction
given by M. FitzGsrald to the success of his corporate
enterprises. True, af the time of his death he had been
divested of this control due to his difficulties wth the
bank, but there is evidence that the particular enterprise
receiving the insurance proceeds owed ItS success al nmost
entirely to his efforts. Consequently,it-seenms logical to
conclude that the recerpt of the insurance proceeds by the
company was not a receipt of "earnings or profits" but rather
an indemity for the loss sustained throuah_the_death of the
man Whose management was responsible TOr the success of the
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enterprise. W are not prepared to say that this would
generally be true in all instances where corporations insure
the lives of their executives, but under the facts of this

case, we are inclined toward the view that a contrary conclusio:
woul d disregard the realities.

- This view may seem at variance with the decision of the
United States Crcuit Court of Appeals in Lynnlngs ve Conm S-
sioner, 73 Fed, (2d) 477, but it does not appear that that case
involved anal ogous facts. Moreover, it seens doubtful whether
the court was actually called upon to rule with respect to the
status of such insurance proceeds, since the Board of Tax
Appeal s (20 B.T.A 1045) had disposed of the taxpayer's conten-
tion concerning the dividend by referring to an earlier case
and saying that a simlar contention had been rejected there
%?XV.COH“]SSIOHGF 20 B.T.A. 282. In that earlier case, the

oard had decided that it was unnecessary to determ ne whether
the proceeds of |ife insurance distributed to stockhol ders as
di vidends would be taxable incone of the stockholders for the
reason that it did not clearly appear that the dividends in
question were from that source. ?ﬁush it may well be that
what is said by the Court in the Qunmm ngs case is purely dictum

~In _any event, we are inpressed by this |anguage of the
United States Suprene Court in United States v, Suppl ee-Biddl e
Hardware Co., 265 U.S. 189 at 195:

"The benefit to be gained by death has no periodicity.

It is a substitution of noney value for sonething per-
manently lost, either in ahouse, a ship, or a life.
Assuming, w thout deciding, the Congress could call the
proceeds of such indemity income, and validly tax it |
as such, we think that, in view of the popular conception
of the life insurance as resulting in a single addition
of a total sumto the resources of the beneficiary, and
not in a periodical return, such a purpose on its part
shoul d be express, as it certainly is not here,"

In the absence of any circunstances indicating that the

corporation receiving the insurance proceeds on the life of
M. FitzGerald did not sustain a commensurate loss in his death
and in the absence of any express legislative intent that such
proceeds should be considered invariably corporate earnings or
profits, we are_not_prePared to say that the Comm ssioner was
{ust|f|ed in rejecting the Appellant's claimthat, insofar as
he dividends in question were attributable to insurance
proceeds, they were non-taxable income of the FitzGerald estate
or of Ms. FitzGerald.

Evi dence has been submtted from which it appears that for
the three years involved the dividends paid to the state or the
wi dow (by application to the bank indebtedness or by direct pay

ments) were derived from|ife insurance proceeds in the follow-
ing anounts:
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1935 $ 9,805.53
1936 8,794.17

1937 _23.305.72
TOTAL ~H41,995.42

These suns should be excluded in the conputation of the
taxabl e incone of the estate or of Ms. FitzCGerald, as the
case may be

~Two other itenms are involved in the assessnent for 1937,
One is for net income of $2,000 and represents a paynent nade
to the estate by DePue Warehouse Conpany in settlenment of a
claimfor $14,000 arising out of contract whereby that conpany,
whi ch had employed M. FitzCGerald as nanager, was to pay his
estate an-amount equivalent to_his conpensation for the twelve
npnths_Preced|ng his death. The DePue Wrehouse Conpany deni ed
liability by the controversy was eventual ly comprom sed through
the $2,000 payment as settlement of a suit.

The Conm ssioner concedes that the rule is well establishe:
that, a decedent's claimor right to receive income is corpus to
his estate and not inconme, but points out that the right may
have a | esser value orno value as of the date of death and in
that case any anount received in excess of its then value is
i ncone (Personal Income Tax Act, Section 7(d), as anmended by
Stats. 1937, p.. 1834). It is the position of the Conm ssioner
that the necessity for a lawsuit and the small amount for which
the claim was conmprom sed indicate its worthlessness at the
time of M. FitzGerald's death.,

For the purpose of the State inheritance tax, the claim
was appraised at nil. Under Section 7(d) of the Personal Incom
Tax Act, upon which the sale or other disposition of property
acquired by a decedent's estate from the decedent the excess of
the amount received over the fair market value at the date of
death constitutes gross income. Article 7(d)-24(c) of the
Fﬁgylatlons Rel ating to the Personal Inconme Tax Act provides

at,

™. . . ..the value of property as appraised for the
purpose of the California inheritance tax, shall be
deened to be its fair market value at the tine of the
death of the decedent."”

The validity of such a regulation is established, WIlians
v. Comm ssioner, 44 F. 2d 467, and since there is nothing 1n
the record thal overcones the presunption of correctness which
thus attached to the valuation fixed under the Inheritance Tax
Act, this valuation nust be accepted as representing the fair
market val ue of the claimat the date of the decedent's death
The fact that $2,000 was paid several years later is not incon-
sistent with this conclusion, but on the contrary the compromise
of the claimfor only one-seventh of its total ampunt affirna-
t|veI¥ indicates that its validity or collectibility was so
doubtful and speculative that it may fairly be said to have had
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no substantial nmarket value at the date of death.

The other, and major item involved in the 1937 assessnent
results fromthe disallowance by the Conm ssioner of a deductic:
of $33,750, claimed by the Aﬁpellant in the conputation of tax-
abl e net incone. This was the amount of attorneys' fee paid
bK her as administratrix in connection with the _|t|gat|on with
the Anglo-California National Bank, already nentione

The deduction was claimed by Appellant under Section 8 of
the Act, which provides in part that:

"In conputing net income there shall be allowed as
deduct i ons: _ _

(a) ALl the ord;narY and necessary expenses paid

or incurred during the taxable year in carrying

on any trade or business. . ,"

~The Commi ssioner does not deny that this expense was
"ordinary and necessary" for the purpose it served, but his
refusal to allow the deduction was based on the ground that the
gdn]nlstratrlx was not engaged in carrying on any trade or
usi ness.

In support of this view the Conm ssioner relies on the
proposition that an admnistrator or executor is not engaged in
a business merely because of his activities in-marshalling the
assets of the estate and protecting its incone, no matter how
extensive and burdensone such activities may be (United States
v. Pyne, 313 U. S, 127; Meanley v, McColgan, 49 A.C,A. 251),

_ It seens to us, however, that this |egal expense was
incurred in such a way that the activity which it involved was
more than merely marshalling the assets of the estate and pro-
tecting 1ts inconme. Certainly, the authorities cited by the:
Conmmi ssi oner do not stand for'the proposition that an estate,

or the admnistratrix thereof, cannot be regarded as carrying
on a-business When, as the personal representative of the dece-
dent, the admnistratrix succeeds to his activity in the manage-
ment of corporate enterprises in which he held controlling
Interests. It must be conceded that M. FitzCGerald at the tine
of his death was carry|n%.on the business described earlier
inthis opinion. True, his activities had been subject to
interference because of the seizure of his business by the bank
in the contested proceed|n?F wth respect to the pledged
corporate stock,to But at the time of his death he was engaged
in preparat|onsgﬁorce the return of this stock-and thereafter
Appel lant, as the administratrix of his estate, pursued this
activity, culmnating in the transfer of the stock to her.

Mani festly, it would be ungust to hold that because a
person mght be tenporarily ousted from the management of a
corporate enterprise in which he held a controlling interest
that the expense necessarily incurred by himin regaining
that control should be denied as a deduction in conputing net
I ncome because hewas not enqaged in carrying on the business.
The evidence shows that until the bank's ‘interference M.
FitzGerald was actively en%ﬁ%fd In the management of the



Appeal of Lillian Ryan FitzGerald, Individually and as
Adm nistratrix of the Estate of Gerald FitzCGerald, Deceased

corporate enterprises that he controlled; that at the time of
his death he had enployed counsel to assist himin regaining
that control; that following his death, Appellant,-as his

adm nistratrix, continued this enploynment and that, when as
the result of the efforts of her attorneys, she regained
control of the stock, she imediately became a director of the
corporations and took an active part in their managenent,
becom ng president of the conpanies. Under such circunstances,
we believe that the expense involved in'restoring the control
of the enterprises to the estate is a legitimte deduction in
the conputation of net income. This was not a mere marshalling
of assets, but rather the continuance to a successful term na-
tion of a fight begun by the decedent in the protection of his
busi ness from ruin incident upon the seizure of his properties
by a creditor in reliance upon a pl edge agreement which the
decedent clainmed had been violated to his prejudice. Accord-
ingly, we conclude that the deduction should have been allowed.

~Pursuant to the views expressed in the opinion of the Boarc
on file in this. proceeding, and good cause appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED that the action
of Charles J. McColgan, Franchise Tax Commissioner, in overrulir
the protests of Lillian Ryan FitzCGerald as Admnistratrix of
the estate of Cerald FitzGerald, deceased, and Lillian Ryan
FitzCGerald individually, to proposed assessments of additiona
gersonal i ncome taxes in the anounts of §$1,470.00, $605.56 and
$2,052,51 for the years ended Decenber 31; 1935, Decenber 31,
1936, and Decenber 31, 1937, repsectively, be and the sanme is
hereby reversed insofar as said action involvea the inclusion
of taxable income for said years of the amounts of §9,805.53,
$8,794.17 and $23,395.72, in 1935, 1936 and 1937, respectively,
I t. having been determ ned to the satisfaction of the Board that
said sums, and the whole thereof, were derived from the proceed:
of insurance on the life of Gerald FitzGerald not properly to
be regarded as earnings or profits of the corporation paylng
such sums to said ApBeIIant as dividends; that said action be
and the same is hereby further reversed insofar as it involves
the disallowance of a” deduetisn-of $33,750.00 claimed by Appel -
|ant in the conputation of twaxdle net "incone for 1937, it havir:
been determned to the satigfaetion of the Board that said de-
duction was an ordinary an,d neeessary expense paid during the
taxabl e year in carrying on the business in which Appellant was
engaged; " it is further ordered that in all other respects the
action of said Commssioner in overruling the protests of said
Appel l ant be and the sane is hereby sustained and that the
Comm ssioner is hereby directed to proceed with the recomputa-
tion Of(fald assessments in conformty with the views herein
expressed.
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Done at Sacranento, California, this 7th day of July, 1942,
by the State Board of Equalization.

R E Collins,, Chairnman
Wn G Bonelli, Menber
George R _Reilly, Menber
Harry B, Riley, Menber

ATTEST: Dixwell L. Pierce, Secretary
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